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cash payments due to program participants and merchants of 
agricultural products under provisions of several programs. The 
certificates may be used to acquire stocks held as collateral on 
government loans or owned by the Commodity Credit Corporation (CCC). 
These certificates offer producers and merchants advantages when they 
are exchanged for crops held under loan or owned by the CCC# and they 
have freed up stocks that might not have been marketed. Although the 
costs of using certificates likely exceeded the costs of issuing 
those payments in cash during fiscal 1987 # generic certificate costs 
are projected to range between 93 and 99 percent of cash costs during 
fiscal year 1989. As of March 31^ 1988, about $17.9 billion worth of 
certificates had been issued, with about $1.7 billion worth having 
been redeemed as of May 31, 1988. Approximately 72 percent of the 
exchanges have been for corn, 20 percent for wheat, and the remainder 
for various other commodities held under loan or owned by the CCC. 
One concern that has been raised is that, by freeing up 
government-owned stocks, certificates may dampen prices and thus 
increase deficiency payments. (MN) 
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Abstract 

The Food Security Act of 1985 authorizes the U.S. Dqiaitment of Agriculture to issue 
generic certiflcaies in lieu of cash payments due program participants and merchants of 
agricultural products under provisions of several programs. The certificates can be used to 
acquire stocks held as collateral on Government loans or owned by the Commodity Credit 
Ccxporation (CCC). Certificates otta producers and merchants advantages in exchanging 
them for crops held under loan or owned by the COC, and their use has freed-up stocks 
which might not have been marketed. While the costs of using certificates likely exceeded 
uie costs of issuing those payments in cash during fiscal year 1987, costs for FY 1988 and 
FY 1989 are estimated to be about the same as had the payments be^ made in cash. As of 
March 31, 1988,about$17.9billionof certificates had been issued since April 1986. Total 
certificate redemptions as of May 31, 1988, approached $17.1 billion. Approximately 72 
percent of the exchanges have been for com ($12.4 billion), 20 percent for wheat ($3.3 bil- 
lion), and the remainder for various other commodities held under loan or owned by the 
CCC. 

Keywords: Generic certificates, issuances, exchanges, auctions, premiums, com, wheat, 
budget costs 
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Summary 



The costs of gcn^ certificates, issued instead of cash payments to agricultural producers 
and mochants enabling them to acquire commodity stocks, would likely be about the same 
as the cost of cash payments in fiscal years 1988 and 1989. But certificate costs exceeded 
what payment costs would have been in 1987. 

The Food Security Act of 1985 authorizes the U.S. Def^artmentof Agriculture to issue 
generic certificates in lieu of cash payments due program participants and merchants of 
s^gricultural products under provisions of several programs. The certificates can be used to 
acquire stocks hek! as collateral on Goverrunent loans or owned by the Commodity Credit 
Corporation (CCC). 

As of March 31, 1988, about $17.9 billion of certifk:ates had been issued since April 1986. 
Total certificate redemptions as of N4ay 31 , 1988, approached $17. 1 billion. ^)proximately 
72 percent of the exchanges have been for com ($124 billion), 20 percent for wheat ($3.3 
billion), and the remainder for various other commodities held under loan or owned by the 
CCC. 

Costs of issuing generic certificates in lieu (rf'cash were S percent above cash costs during 
fiscal year (FY) 1987. Because of the large number of generic certificates exchanged for 
CCC stocks and the high cash prices for com and wheat during the 1987/88 marketing year, 
the costs of issuing generic certificates in FY 1988 may actually have been about equal to 
the costs of cash payments (budget-neutral). Generic certificate costs are injected to range 
between 93 to 99 percent of cash costs for FY 1989. 

However, by fieeing up Government-owned stocks, certifk:ates may dampen prices and in- 
crease deficiency payments. While this was not a factor for FY 1988 (die S-mondi wheat 
deficiency payments were cafculated prior to start of the wheat bid exchange) , substantial 
certificate issuances in FY 1989 could result in increased deficiency payments for com and 
wheat, particulariy if prices are well above toan repayment levds (but below target prices). 

With current certificate supply for the remainder of FY 1988 estimated at $4.3 billion, certifi- 
cate carryover for FY 1988 woukl likely range between $1.1 billion and $1.8 billion. 

Certificate needs for FY 1989 will likely depend on the size (tf the com and wheat harvest 
and export demands. If 1988 com and wheat crops are relatively unaffected by the drought, 
additional certificate issuances for FY 1989 will likely approach $4.2 billion. However, if 
there are substantial crop shortfalls, additional certificate needs could approach $6.4 billion. 
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Generic Certificates 



Introduction 

This study responds to a request from the Office of Manage- 
ment and Budget (OMB) for an analysis of the maricet and 
budget effects of generic cmificaies. The Food Security Act 
of 198S (198S Act) authorizes the U^. Dqianment of 
Agriculture (USDA) to issue generic certificates in lieu of 
cash payments due program participants and merchants of 
agricultural products under provisions of sev^ prognuns. 
The certificates can be used 10 acquire stocks held as cd- 
lateral jn Government loans or owned by the Qxnn^odity 
Credit Corporation (CCC). 

OMB was q)ecifically interested in the following: 

o The nature (rf* generic certificates and how they af- 
fect commodity maikets. 

o The current situation and shot t-term outkxdc for 
generic certificate issuances and redemptions, 
including projected certificate activity for FY 
1989. 

o rhe budgetary ^ect of generic certificates. 

o The long-term outlook for the generic certificate 
program. 

The latter two issues are of particular interest since some con- 
troversy has surrounded the use of generic certificates in lieu 
of cash payments. Estimates in 1987 by the Congressional 
Budget Office (CBO) suggest that generic certificates cost 
approximately 1 S percent more dian payments made in cash 
would have cost (4).^ Asimilarstudy by the General Ac- 
counting Office (G AO) concluded that certificates cost 
USDA between 3 and 21 percent more than cash payments 
(16). Cost estimates by USDA*s Agricultural Stabilization 
and Conservation Service (ASCS) ranged from S percent 
above cash payments for the first year of the program to 
''buc:get-neutral'*(7p2). 

This study estimates the costs of issuing generic certificates 
in lieu of cash were S percent above cash costs during fiscal 
year (FY) 1987. Because (tf the large numbered generic cer- 
tificates exchanged for Commodity Credit Corporation 
(CCC) stocks and the bi^li cadi prices for com and wheat 



Tulid yrd numberi ia ptiemheiei refer to itcmi m the Rcferencei tedion. 



during the 1987/88 mariceting year, the co^ of issuing 
generic c^ficates in FY 1988 may actually have been 
about equal U> the costs of cash payments (budget-neuual). 
Generic certificate costs are projected to range between 93 to 
99 percent of cash costs for FY 1989. 

Generic Commodity Certificates 

Section 1005 of the Fbod Security Act of 1985 (1985 Act) 
amended the Agricultural Act of 1949, authorizing the 
Secretary of Agriculture to make in-kind payments in the 
form cS negotiable certificates or "by such other methods as 
the Secretary determines dppfopnatc tt> enable the producer 
to receive payments in an efficient, equitable, and ex- 
peditious manner so as to ensure that the producer receives 
the same total return as if the payments had been made in 
cash." There are 18 authmties in the 1985 Act for making 
in-kind payments (3jS), 

Farmers have received generic certificates as payment for 
participation in numerous Government programs, including 
acreage reduction, paid land diversion, the Conservation 
Reserve Program (CRP), rice marketing loans, disaster, and 
emergency feed programs. In addition, grain merchants and 
commodity groups have been issued certificates through the 
Export Enhancement Pkpgram (EEP) and the Targeted Ex- 
port Assistance ITEA) program. Ethanol producers have 
also received certificates. 

Generic certificates have a fixed dollar face value and an 8- 
month life beginning at the end of the month of issuance. 
They are not currency; they are a claim on CCC assets and 
backed by commodities owned by the CCC. They are 
generic ip that they can be exchanged for a variety of com- 
modities under loan and in CCC inventory, including wheat, 
rice, rye, com, grain sorghum, bariey, oats, soybeans, upland 
cotton, honey, and dairy products. The certificates are also 
negotiable in that ownershq> and the right to exchange can 
be transferred. 



When generic oeitificaies were fim issued, tnitial itf til jiions lequiml 
produoen with aaouuumiiiif lom (itfolar. reserve, or special) lo use those 
loans to sMiffylhetr commodity oenifictte payment Certificates had to be 
redeemed for loans that were outstandtnf on the day following the last day of 
sifn-upforthe 19S6profrMns. Certificates issued to producers with no out* 
standtog loans or insumciem !9ans couki dther be sold or redeerried for cjsh 
atalalerdate. OnMay 15. 1916. USDA announced that produoen would no 
lonfer be required to tiquidate their certificates by ffBdeemtfif outstan^ng 
loans. Produoen could udce out 1986-crop loans stnctly for the purpose of 
repaying those loans with ceitificalcs 
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Generic certificates can be used in several ways: 

0 An individual fanner can leacqiiiieconmioditi^ 
pledged as ccdlatera! io the Govemment under the 9- 
month loan, extended 9-nionth loan, Farmer-Owned 
Reserve (FOR) , or Special Producer Storage Loan 
Program (SPSLP). 

0 Certificates may also be exchanged for commodities 
owned by the CCC. CXX: publishes catalogues listing 
commodities avaiUUe from CXX. Storing ware- 
houses normally have the first option to acquire the 
commodities. Catalogue lots are then made available 
to third parties. 

0 Beginning November 6, 1987, holders of certificates 
could exchange their certificates at an accqHed bid ex- 
change rate for q)ecified lots (rf OCC-owned 
catalogued wheat The bid exchanges, the so^allcd 
wheatf Jons, have been generally held once a wedc 
widi targeted exchanges cS 10 million bushels. 

0 Gertifioaes can be sold or transfinred to others. The 
transaction must be completed before the expiration 
date on the certificate. During October 1986, certifi- 
cates reportedly sold for a record 30-35 percent above 
facevalue. Certificates have recently scAl at par or at 
a slight discount in some locations. 

0 Fsffmers who are original holders of certificates can 
return them to the CCC for cash at fiace value during 
the 6di through 8th month (rf the certificates' life. 
After die expiration dale, they are redeemable at 85 
percent of &ce value for6 months. During thesub- 
seqoent 12 months, diey are redeemaUe at SO pnceitt 
of facevalue. The certificaies have zero redeinption 
value after theae 18 mondis. 

Mechanics of Certificate Excliange 

Farmers exchange generic certificates for grain loan od- 
lateral based on an exchange price determined daily by 
ASCS.^ These exchange prices, or posted county prices 
(POPS), are based on the previous day*s ctosing market 
prices for 19 terminal maifcets. PCPs are determined for 
over 3 JOOO counties and 7/XX) warehouse locations by ad- 
ding or siibtracting a predetermined differential on the ter- 
minai market price. Kfost counties are assigned two terminal 
markets with a differendal assigned for each market (Prior 
to December 1, 1986, counties had been assigned one ter- 
minal market for determining PCPs.) The PCP is based on 



' Certific«ietu'iedforl9S6pra|fHm«efesi4>|^ 
Gninm-Riidiiaa-HoOtiif icdocliaii if exchanged for cuh. 
^ 11iepradiioerislefa]lyacqairiDgOOC«tfCtt,iioclM 



the higher of die two terminal market prices, adjusted by 
dieir nspccAvc difTerentials.^ 

Certificates exchanged for CCC-owned commodities are 
based on die PCP, adjusted to reflect the in-handling charges 
CCC has paid to die storing elevator (cunrendy, about $0.05 
a busheO. Unlike certificate exchanges for commodity loan 
collateral which are based on a daily PCP, exchanges for 
CCC-owned commodities are based on PCPs determined at 
the time of exdiange, and may be adjusted several times 
during the day to reflea changing market conditions. 

Certificaies exchanged for CCC-owned commodities must 
meet a minimum volume equivalent of 10 carlots. Certifi- 
cate exchanges for quantities less than this amount are al- 
lowed, but only one less-than-minimum transaction is 
allowed p^ month. 

When exchanging certificates for wheat under die wheat auc- 
tions, holders submit bids to die CCC office in Kansas City 
for individual lots wheat The highest bids are accepted. 
CCC can rejea all bids if diey are determined to be too low. 

Advantages of Using Generic Certificates 

There are a numb^ of incentives for producers and mer- 
chants to use certificates. Fbr producers who place tfieir 
crop under kxDi widi intentions of forfeiting die collateral to 
die Govmunent, certificates aUow diem to receive die loan 
rate without having to incur storage costs over tne life of die 
loan. 

To illustrate, assume diat the pr^ucer must pay $0.27 a 
bushel to store wheat for 9 mondis ($0.03 per bushel per 
mondi). Aldiough PCPs are intended to reflect market 
prices, diere are often difCnences between die two. Using 
die example given in table 1, assume die PCP for wheat is 
$2.19 a bushd while die farm price is slighdy higher at 
$220abushe:. A certificate valued at $1,000 could be ex- 
changed at die PCP for 4S7 bushels of wheat (1 ,000 divided 
by 2.19). 

Consider die producer who places 4S7 bushels of wheat 
under k)an with die intention of forfdting die loan collateral 
after 9 mondis. The producer receives $1,042 at die time of 
knn placement (4S7 times $2.28) but must pay $123 (4S7 
times $0.27) to store die crop for 9 months. Total receipts 
(including the face value of die imused certificate) equal 
$1^19. 



' CeitificMei exchanged for couon or rice are detefmi^ the adjusted 
wofld piioe, a iiao un ced weekly by USD A to deteimine loan repayment 
leveli for maifcfting loani for ihoae commodkies (ice 

^ Hieeqaivalenttof lOcaitoUare: 19.000 cwL for torghum; 18.000cwt 
for fongh rioe; 35/)001xiiheU for com, wheat, and barley; and 45/XX) 
bofhelf foroiU. 
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Now consider a producer who exchanges a certificate for the 
loan cdlateral. As before, the producer receives $1 ,042 ai 
the time of loan placement Using the cenifkaie to ex- 
change for the loan collateral, the producer then sells Ae 457 
bushels at the maiket price. Total receq)ts equal $2,047. 
The net difference between placing and forfeiting a loan and 
exchanging the loan with certificates is $128. 

Thus, die $1,000 ceitificate is worth $1,128 to the producer 
who wishes to redeem the loan, 12.8 percent above par 
value. Ifcertificates are trading at premiums greater than 
this amount, producers could possibly earn more by selling 



Table 1- -Calculating the value of exchanging 
generic certificates for crop loan col- 
Uteral 1/ 



Item 



Vheat 



Com 



Loan rate 

Fdated county price (FCP) 

Fam price 

9-Mith atorage cost 



Certificate value 



Bushels exchanged 
with certificate 



loan forfeiture: 
Certificate value 
Loan proceeds 
Storage costs 
Nat value 



Dollars /bu. 

2.28 1.82 

2.19 1.74 

2.20 1.75 
.27 .27 




Dollars 

1.000 1,000 

1,042 1,047 

- 123 " 155 

1.919 1,892 



their certificates and keeping the crops under loan. If certifi- 
cates are selling at premiums less than 12.8 perc^t, 
producers would gain by purchasing additiaial certificates to 
exchange for the remainder of their crops under loan. 

While cenificates are generic, returns from exchanging cer- 
tificates are greatest for those commodities whose potential 
storage cost savings are highest relative to the PCPs. 
Storage costs per bushel are relatively similar for wheat, feed 
grains, and soybeans, but com is typically the lowest priced 
per bushel. The more bushels that can be acquired for a 
fixed value of certificates, the greater the storage savings. 
This teruls to favor the lower priced comnnodities such as 
com. 

Using certificates to exchange for crop loan collateral can 
yield positive letums whenever the PCP is less than the loan 
rqiayment level. This placing of crops under loan for the 
purpose of exchanging them with certificates is often 
referred to as TIK-and-Roll." Exchanging certificates at 
the same time the crc^ is placed under loan is referred to as 
"Quick PIK." Producers net the difference between the loan 
rate and PCP, in addition to the price they receive when seU- 
ing the crop. For example, assume that at harvest the PCP 
and farm price for com are $1.74 and $1.7S a bushel. Ata 
loan rate of $1.77 a bushel, producers could place their crops 
under ban, exchange them wi:h cmificates, sell the crop on 
the cash market, and net $1.78 a bushel. This woukl net 
$1,023 for a certificate w(^ $1,000. Thus, producers 
wouM have incentives to place their crops under loan for 
PIK-and-RoU purposes even if potential storage cost savings 
were negligible (that is, if they had no intention of forfeiting 
their ban collateral otherwise).^ 

Men;hants crn use certificates to gain access to CCC-owned 
stocks that otherwise would not be available to the market 
The CCC is restricted from cash sales of CCC-owned stocks 
unless prices rise above q)ecified release levels.^ With the 
excq>tion of soybeans, cash prices for program commodities 
are currently well under CCC release levels. Merchants can 
exchange certificates for CCC-owned stocks at the PCP plus 
in-handling cha^^ges. 



Certificate exchange: 

loan proceeds 1,042 1,047 

Sales revenue l!o05 1.006 

Bet value 2,047 2,053 

Het difference 128 161 
Par-dollar 

certificate value 1 . 13 1 . 16 



1/ Reflects returns for producers i4io vould 
otherwise forfeit their loan collateral at 
the end of 9 months. 



^ PIK-«nd-RoU offers producere similar idvaiitages to markcung 
loam. Pioducen receive the loan rale but can repay the lotn at a lower 
price (here, the PCP) (See 8). 

* Release levels for the FOR are currently the maumum of either the 
current larf ct pnce or 140 percent of the current loan rate. CCC sales 
prioei are 1 10 percent of FC^ release prices, when the reserve is in ef 
feet FOR and CCC release prices for 1988 crops are: 



Crop 




CCC 


Wheat 


$4.23 


$4.65 


Com 


S193 


$3.22 


Sorghum 


$2.78 


$3.06 


Barley 


$151 


$2.76 


Oats 


$1.5^ 


$1.71 



o 
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If the cash price exceeds the TCP plus in-handling chaiges* 
there are opportunities to take advantage of the price dif- 
ferences. Also» certificates are cheaper to hold than com- 
modities, so marketing costs for storage, handling, and 
transportation may be reduced. A merchant can acquire cer- 
tificates anywhere in the country and exchange them for 
available commodities at most CCC storage locations. 

Understanding the Market 
For Generic Certificates 

There has been an active maiket for generic certificates since 
they were first issued in sfxing 1 986. Their prices rose as 
high as 30-35 percent above bcc value in October 1986, yet 
they traded at a 1 -percent discount in some locations in 
spring 1988. Offers for certificates are currently 10M01.S 
percent of face value. 

The price of certificates if determined by their potential 
redemption value and their rdaUve availability (7). As seen 
in the previous section, certificates may offer producers and 
merchants significant advantages over cash payments. If the 
price of ceitificates is less than tne percent return producers 
or merchants gain in using ceniflcates over cash, there are in- 
centives to purchase cenificaies. This tends to bid up the 
price of the certificate. Likewise, when the redemption 
value falls, certificate premiums fall. 

Additional factors affecting certificate premiums include the 
availability of ceniflcates and the amount of time left before 
the certificate expires. For example, producm who receive 
certificates as advance deficiency payments may have littie 
incentive to exchange them for crops currently held under 
loan if PCPs are above loan repayment levels. Rather, 
they may choose to hold them until harvest when their 
redemption value is likely greater. If current certificate 
prices fall below the discounted expected return from ex- 
changing the certificate in the future, producers would have 
an incentive to purchase additional c^tificates and hold 
them until harvest. This tends to put a floor on certiflcate 
prices. 

Cash redemption provides a floor on certificate prices for 
producers. Howevo*, the floor is not 100 percent of face 
value but rather reflects the opportunity cost of holding a cer- 
tificate for S months prior to cash redemption. For example, 
at current interest rates of 8 pei^ent, a newly issued certifi- 
cate with a face value of $1 ,000 has a cash-redemption value 
ofonly $968 ($1,000 divkledby 1+.08*S/12). (Stated dif- 
ferently, this is the amount a producer couM dqposit in an in- 
terest-bearing account and be worth $ 1 .000 after S months.) 
Thus, a producer would be willing to sell a certificate to a 
second buyer if the producer coukl receive a price above 97 
percent of face value. An increase in interest rates acovd- 
ingly decreases the effective cash-redemption value of the 
certificate, and vice-versa. 



Since cash redemption applies only to producers who are 
first holders of certificates, certificate premiums could, at 
least in the short term, fall below the discounted cash 
redemption value. 

Certificate Issuances and Exchanges 

As of March 31, 1988, about $17.9 billion of certificates had 
been issued since April 1986. Almosi $14.5 billion went to 
producers in the form of deficiency and diversion payments. 
Of these, 51 percent went to com producers and 38 percent 
to wheat The remaining $3.4 billion were issued through 
other commodity programs (table 2). 'Hie average face 
value of certificates issued was $1,154. 

About $2.4 billion of certificates were issued in FY 1986. 
During FY 1987, the first full year of operation, $7.5 billion 
of certificates were issued. As of March 3 1 , 1988, $8.0 bil- 
lion had been issued during FY 1988. Total issuances in FY 
1988 are estimated at $ 1 1 .5 billion. Certificate issuances for 
FY 1989 are as yet unannounced. 

Table 2--Ciiiiulative generic certificate 
issuances » March 31, 1988 



Source 



Issuance 



Deficiency/diversion 
payments: 
Wheat 
Corn 
fiarley 
Oats 
SorgjhuQi 
Cotton 
Rice 
Subtotal 

Export Enhancement 

Program 
Conservation Reserve 

Program 
Disaster payments 
Other 

Total 



Million dollars 

4,548.4 
7,338.6 
431.2 
46.0 
636.3 
900.2 
552.5 
14,453.4 1/ 



1,365.8 

1,169.8 2/ 
558.2 
316.8 



17,864.4 



1/ Numbers may not add due to rounding. 
2/ Includes com bonus payments. 

Source: Agricultural Stabilization and 
Conservation Service, USDA. 
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Total certificate redemptions as of May 3 1 , 1988, ap- 
proached $1 7.1 billion, ^^proximately 72 percent of the ex- 
changes have been for com ($12.4 billion), 20 percent for 
wheat ($33 billion), and the remainder for various other 
commodities held under loan or owned by the CCC (table 3). 
About 89 percent of the certificates exchanged for com have 
been for com held under loan and 11 percent for CCC- 
owned com. For wheat, 44 percent of certificate exchanges 
have been for loans while 56 percent have been for CCC- 
owned wheat. 

Certificate Exchange Patterns 

Exchange nattems have differed markedly by quarter (tables 
4, S, and 6). From April 1986 through November 1987, cer- 



tificate exchanges generally favored com over wheat, and 
producer loans over CCC-owned commodities. Com prices 
ov^ much of this period were below crop loan repayment 
levels, encouraging PIK-and Roll activity. Prior to Decem- 
ber 1, 1987, quarterly certificate exchanges for wheat were 
generally under 100 million bushels, xcept during the 
March-May 1987 quarter when the e..change of $629 mil- 
lion of c^tificates occurred. 

Certificate exchange patterns have changed over the past 
two quarts. During the December 1987-February 1988 
quarter, wheat exchanges accounted for over 27 percent of 
total certificate exchanges while com's share of total exchan- 
ges fell to 63 fcrceni. The shift in pattem was doe largely to 
the effect of the CCC wheat auction program (which began 



Table 3- -Cumulative generic certificate exchanges as of May 31, 1998 



CCC 



Producer 



Comnodity 1/ 


Units 


Inventory 2/ 


loans 


Total 


Food grains: 












Wheat- - 












Volme 


Mil. 


bu. 


729.0 


563.3 


1,292.3 


Value 


Mil. 


dol. 


1,856.9 


1,434.7 


3,291.6 


Rlce-- 












Voltane 


Mil. 


cwt. 


42.2 


.3 


42.5 


Value 


Mil. 


dol. 


153.9 


1.3 


155.1 


Feed grains: 












Com-- 












Volume 


Mil. 


bu. 


860.1 


6,301.8 


7,161.9 


Value 


Mil. 


dol. 


1,491.1 


10,924.2 


12,415.3 


Grain sozghum-- 












volume 


Mil. 


bu. 


114.5 


430.8 


545.3 


Value 


Mil. 


dol. 


201.2 


757.5 


958.7 


Barley- - 












Volume 


Mil. 


bu. 


76.6 


118.0 


194.5 


Value 


Mil. 


dol. 


108.9 


167.9 


276.8 


Cotton volxime 3/ 


Mil. 


bales 


.89 


5.98 


6.87 


Bye, oats, soybeans 












value 


Mil. 


dol. 


14.5 


31.5 


46.1 


Total value 4/ 


do. 


3,826.5 


13,317.1 


17,143.6 



1/ Other program coomodities for Which fev or no exchanges have been made 
Include honey, nonfat dry milk, butter, and cheese. 2/ CCC loans as of 
May 27, 1988. 3/ Includes exchanges with cotton-specific certificates. 
4/ Does not include values for cotton exchanges. 



Source : Agricultural Stabilization and Conservation Service , VSDk. 
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Table 4- -Quarterly certificate exchanges for com and Wheat 



Com Wheat 

Quarter Total. CCC Loans Total CCC Loans 



Million bushels 



Mar-Hay 1986 


37.5 


2.9 


34.6 


20.2 


8.5 


11.7 


Jtm-Aug 1986 


215.0 


38.9 


176.2 


76.9 


31.5 


45.3 


Sep-Nov 1986 


343.8 


23.9 


319.8 


87.9 


4.4 


83.4 


Oec-Feb 1987 


750.9 


14.0 


736.9 


69.9 


d.4 


61.5 


Mar-May 1987 


1,641.0 


44.9 


1,596.0 


240.6 


117.4 


123.3 


Jun-Ai^ 1987 


436.1 


40.3 


395.8 


60.3 


27.7 


32.5 


Sep-Nov 1987 


1,334.1 


53.1 


1,280.9 


205.8 


69.4 


136.5 


Dec-Feb 1988 1/ 


1,298.7 


178.2 


1,090.5 


328.2 


290.2 


38.0 


Mar-hay 1988 1/ 


1,104.8 


463.8 


641.0 


202.6 


171.5 


31.1 



1/ Estimated. 



Table 5- -Value of quarterly certificate ex- 
changes for com and wheat 



Quarter 


Total 


Coin 1 


Hheat 




Million dollars 




Mar-Hay 1986 


182.1 


87.5 


54.7 


Jiai-Aiig 1986 


692.2 


384.7 


175.0 


Sep-Nov 1986 


810.1 


519.2 


204.0 


Dec-Feb 1987 


1,506.1 


1,208.5 


170.1 


Mar-May 1987 


3,522.8 


2,698.9 


629.1 


Jun-Aug 1987 


964.4 


785.5 


119.7 


Sep-Mov 1987 


2,808.5 


2,042.7 


501.7 


Dec-Feb 1988 1/ 3,351 2 


2,124.3 


915.2 


Mar-May 1988 1/3,303.1 


2, '64.0 


521.9 



1/ Estimated. 



in Novcmbe; 1987) and the reduced PIK*and>Roll 
opportunities for com producers as com prices rose. 
Exchanges for CCC-owned wheat, primarily through the 
wheat auctions, accounted for ov^ 80 percent of certifi- 
cate exchanges for wheat since December 1 , 1987. 

During the March-May 1988 quarter, an estimated 464 
million bushels of CCC-owned com were exchanged with 



generic certificates. This would account for over 33 per- 
cent of total com exchanges during this quarter. This 
reflects the issuance of CCC catalogues for com and 
sorghum and the reduced PIK-and-RoU opportunities for 
com producers as com prices rise above loan repayment 
levels. 

Wheat Auctions 

Over 383 million bushels of wheat were exchanged with 
certificates through the CCC wheat auctions from Novem- 
ber 4, 1987, through May 25, 1988 (table 7). This repre- 
sents a total certificate value of $1 billion and an average 
bid price of $2.65 a bushel. Over 73 percent of these ex- 
changes were for Hard Red Winter vv heat Hard Red 
Spring wheat accounted for about 18 percent of total ex- 
changes. 

Wheat exchanges were heaviest over the initial months of 
the auctions. Almost 220 million busbels of wheat were 
exchanged from November 1987 through January 1988. 
By contrast, from April 15, 1988, lo May 25, 19S8, only 
17.2 million bushels were exchanged. 

The wheat auctions have been a major factor in the 
decrease in CCC wheat stocks. Stock levels ^or CCC 
wheat for June 1, 1988, are estimated at 283 million 
bushels, a decline of 529 million bushels from November 
1 , 1987, stock levels (fig. 1). Without generic certifi- 
cates, these stocks would not have been available to the 
market because of the high CCC release price levels 
($4.82 a bushel for 1987 wheot). 
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Generic Certificate Premiums 

Generic certificate premiums have generally declined 
since the certificates were first issued in April 1986 (fig. 
2). White certificates traded as high as 30-35 percent 
above par value in October 1986, certificate premiums 
averaged only 3.4 percent above par during March 1 , 
1986.May31.1987. 

Certificate premiums rose througliout the summer of 1987 
in anticipation of harvest PIK-and-Roll activity by com 
producers. However, as com prices rose above com loan 
rqyayment levels, certificate prices began falling (fig. 3). 
Certificates even traded at a discount at some locations in 
late April 1983. Certificate prices are currently 1.0 to 1.5 
percent above face value. 

When the quarterly average of weddy certificate 
premiums is weighted by quarterly redemptions, certifi- 
cate premiums have avnaged 3.5 percent above face 
value since June 1987 (table 8). This compares with 6.1 
percent over the period June 1, 1986-May31, 1987. 

Certificate Needs for FY 1988 

As of March 31, 1988, about $17.9 biUion of certifi- 
cates had been issued since April 1986. In addition, an 
estimated $2.1 billion were issued in May and June as 
1988 advance deficiency payments for wheat, feed 



grain, upland cotton, and rice producers. And, $0.7 bil- 
lion were paid to feed grain producers as advance 
diversion payments, bringing tot^ certificate issuances 
to an estimated $20.7 billion. Total certificate redemp- 
tions as of May 31, 1988, approached $17.1 billion, 
placing near-term availability at $3.6 billion (table 9). 
Potential issuances for the balance of FY 1988, including 
EEP and TEA program payments, could bring total 
certificate availability for the rest of FY 1988 to $4.3 
billion. 

Approximately 2.1 billion bushels of com were outstand- 
ing undCT the regular loan program as of May 25, 1988, 
including 1.4 billion bushels of 1987 crop com. Current 
USDA estimates (World Agriculture Supply and Demand 
Estimates, June 9, 1988) project September 1, 1988, out- 
standing CCC com loans at 1.4 billion bushels. This im- 
plies loan redemptions of approximately 765 million 
bushels for the remainder of the 1987/88 com marketing 
year. 

Assuming an averjige PCP of $2.00 for the remainder 
of the 1987/88 marketing year would imply a com certi- 
ficate need of $1 .5 billion if all outstanding loans were 
redeemed with certificates. Exchanges for CCC and 
FOR com could add another $0.4 billion, bringing total 
certificate exchanges for com to $ 1 .9 billion. At an aver- 
age PCP of $2.50 for the remainder of the 1987/88 mar- 
keting year, total certificate exchanges for com could ex- 



Table 6- -Quarterly exchange patterns 



Share of valtie 
Quarter of com 

exchanges from: 
CCC loans 



Share of value 
of Wheat 
exchanges from: 
CCC Loans 



Share of value 
of all coomodlty 
exchanges from: 
Com Wheat 



Percent 



Mar-May 1986 
Jun-Aug 1986 
Sep-liov 1986 

Dec-Feb 1987 
Mar-May 1987 
Jun-Aug 1987 
Sep-Nov 1987 

Dec-Feb 1988 1/ 
Mar-May 1988 1/ 



7.8 92.2 

18.5 81.5 

6.0 94.0 

1.7 98.3 

2.7 97.3 

8.8 91.2 

3.9 96.1 

14.8 85.2 

33.0 67.0 



42.2 57.8 

41.0 59.0 
4.7 95.3 

12.3 87.7 

47.4 52.6 
48.7 51.3 
33.7 66.3 

84.1 15.9 

84.5 15.5 



48.1 


30.0 


55.6 


25.3 


64.1 


25.2 


80.2 


11.3 


76.6 


17.9 


81.4 


12.4 


72.7 


17.9 



63.2 27.4 
»77.6 15.8 



1/ Estimated 
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Table 7--CCC ivheat auctloTiS 



Date 


Amount 


Value 


Average bid 




Mil. bii. 


Mil. dol 


. Dols./bu. 


987: 








Hov 6 


8.6 


20.4 


2.37 


Nov 13 


9.2 


22.0 


2.39 


Ncfv 20 


9.8 


23.9 


2.;^ 


Nov 27 


10.3 


26.2 


2.55 


Dec 4 


15.3 


41.4 


2.70 


Dec 11 


14.6 


37.8 


2.59 


Dec 18 


25.7 


66.9 


2.60 


Dec 23 


25.5 


67.1 


2.63 


Dec 30 


12.0 


31.4 


2.62 


1988: 








Jan 8 


26.0 


72.3 


2.7C 


Jan IS 


23.1 


65.5 


2.83 


Jan 23 


25.5 


67.6 


2.65 


J^. 29 


14.1 


38.1 


2.71 


Feb 5 


26.4 


72.7 


2.76 


Feb 12 


16.1 


43.5 


2.71 


Feb 19 


11.0 


29.7 


2.70 


Feb 26 


15.8 


4r..7 


2.71 


Mar 1 


10.0 


26.8 


2.68 


Mar 2 


1.4 


3.5 


2.56 


Mar 4 


1.6 


3.8 


2.33 


Mar 8 


7.7 


20.5 


2.67 


Mar 9 


9.9 


25.3 


2.56 


Mar 11 


9.9 


24.3 


2.46 


Mar IS 


.5 


1.4 


2.71 


nar 16 


1.6 


4.2 


2.54 


Mar 18 


.3 


.7 


2.60 


Mar 22 


.3 


.9 


2.97 


Mar 23 


7.2 


19.1 


2.65 


Mar 25 


10.3 


26.8 


2.60 


Mar 29 


3.3 


9.2 


2.81 


Mar 30 


1.0 


2.7 


2.57 


Apr 6 


11.5 


30.4 


2.65 


Apr 13 


.9 


2.3 


2.63 


Apr 15 


11.2 


30.2 


2.68 


Apr 20 


.9 


2.7 


2.87 


Apr 27 


2.9 


7.8 


2.66 


May 4 


.1 


.3 


2.74 


May 11 


1.1 


2.8 


2.65 


May 18 


.5 


1.3 


2.72 


May 25 


.5 


1.5 


2.85 


Total 


383.6 


1,017.7 


2.65 



ceed $2.4 billion. Additional exchanges (including ap- 
proximately 500 million bales of 1987 crop cotton) could 
bring total certificate exchanges for the balance of FY 1988 
between $2.5 billion and $3.1 billion. With current certifi- 
cate supply for FY 1988 estimated ut $4.3 billion, certificate 
carryover for FY 1988 would likely range between $1.1 bil- 
lion and $1.8 billion. 

Certificate Needs for FY 1989 

Certificate needs fo*- FY 1989 will likely depend on the size 
of the com and wheat harvest and export demands. Ashoit 
crop could send harvest prices above 1988 crop loan repay- 
ment levels, thus reducing opportunities for so-called Quick 
JlKs, the simultaneous placing of cn^s under loan and ex- 
changing them with certificates. 

Current USDA estimates for the 1988/89 wheat marketing 
year indicate that expected use will likely exceed available 
production (plus imports) by 470 million bushels (table 10). 
As much as 150 million bushels of CCC and FOR stocks 
could be freed up through certificate exchanges to meet this 
need. The balance could be met by free-stock carryin from 
the 1987/88 mariceting year Likewise, estimates for the 
1988/89 com marketing year indicate an expected imbalance 
of 723 million bushels that will have to come out of 1988/89 
beginning stocks. At a season average PCP of $1 .82 a 
bushel for com and $3.10 a bushel for wheat, certificate 
needs (or CCC and FOR exchanges could approach $1.8 bil- 



Table 8- -Generic certificate premltms 



Period 



Certificate 
exchanges 



Premiums as 
percentage of 
face value 



Mil, dols. 



Percent 



Jun-Aug 1986 


692 


111.4 1/ 


Sep-Nov 1986 


810 


114.5 


Dec-Feb 1987 


1/06 


105.5 


Mar-May 1987 


3,523 


103.4 


1986/87 


6,531 


106.1 2/ 


Jun-Aug 1987 


964 


106.5 


Sep-Nov 1987 


2,277 


105.5 


Dec-Feb 1988 


3,351 3/ 


103.7 


Mar-May 1988 


3,445 3/ 


101.0 


1987/88 


10,037 


103.5 2/ 



1/ Average of period July 14, 1986- 

August 31, 1986. 2/ Weighted by certificate 

exchanges. 3/ Estimated. 
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WhMt auctions cause CCC stocks to fall 

Carn stocks (million bushels) 
1.. 



800 



600 



400 



200 




Jun 



Aug 



Oct Dec 
1987/88 marketing year 



Feb 



Apr 



Generic certificate premiums have declined after Initial hikes In value 



Percent of par value 
130 



120 



110 



100 




90 i-Lxxj 
Jul. 14 
1986 



Oct. 27 



Jan. 5 
1987 



May 11 



Aug. 17 



Dec. 7 



Apr 4 
1988 
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Promlumt tall as com priCM rite above loan ropaymant lavals 



Percent 
120 







4 
1 






• 

s 
s 

m 
m 

s 




Certificate premium 


m 
m 

i 
s 

m 
• 
• 




- ^ rw^ 












w 

• 
• 




• 
• 
• 
• 

•• 


•••^^ Corn price/loan repaynnent rate^ 








t i 1 1 1 


i 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 


1 1 1 1 1 1 1 1 1 1 1 



110 



100 



90 



60 



Aug. 31 

1/ No 2 y«aow. Cenli^l lhno« 



Nov. 9 
1987 



Jan. 18 



Mar. 28 
1988 



Jun. 6 



Table 9- -Certificate outlook, FY 1988 



Item 



Value 



Issuances (Harch 31, 1988) 
Redemptions (Hay 31, 1988) 

Near-term availability 

Future FY 1988 issuances 
Total 



Bil. dollars 

17.9 
- ILJ 

.8 

3.5 
4,3 



lion (table 1 1). Additional certificate exchanges for com 
and cotton loans could bring total certificate needs to $5.2 
billion. Assuming a certificate carryout from FY 1989 of 
$1.5 billion, this would imply an additional $4.2 billion in 
FY 1989 cmificate issuances (table 12). 

However, if 1988 crop conditions detericvatc because of 
drought, prices for com and wheat could rise and more 
stocks would need to be released from the CCC and FOR to 
meet demand. Assuming total com exchanges of 2.5 billion 
bushels and total wheat exchanges of 0.2 billion bushels, 
total certificate needs for com and wheat could total $7.4 bil- 
lion. Exchanges for cotton and other commodities could 
push total certificate exchanges to $7.9 billion, implying an 
additional $6.4 billion in FY 1989 certificate issuances. 



Certificate needs: 

Com loan eacchanges 1.5 - 1.9 

Com CCC and FOR exchanges .4 - .5 

Cotton exchanges .3 - .3 

Other .3 - 4 

Total 2.5 - 3.1 

FY 1988 carryover 1.1 - 2.1 



Estimated Program Costs 
For Generic Certificates 

Estimates of costs of using generic certiflcates in lieu of cash 
payments have ranged from as much as 121 percent more 
than cash payments (16) to being budget-neutral (2), generat- 
ing considerable controversy among policy and budget 
analysts over the budgetary effects of generic certificates. 
Much of the confusion is directly attributable to the com- 
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Tabid 10— Supply and use estimates for vheat 
and cam, 1988/89 marketing year 1/ 



Item 


Com 


Wheat 




MllUfln bushels 


Begixnlng stocks, tr' I 


4,113 


1,236 


Fsmer-Owned S ive 


1,390 


467 


CCC Inventory 


1.175 


283 


Outstanding loans 


1,350 


178 


Rtae stocks 


198 


308 


Production 


7.300 


2,120 


linports 


2 


15 


Use, total 


8.025 


2,590 


Balance 2/ 


-723 


-470 


aiding stocks, total 


3.390 


781 




Dollars oer bushel 



Average mrket price 1.65 - 2.00 2.90 - 3.30 

1/ Marketlx^ year for lAeat begins June 1, 

1988; for com. Septeinber 1, 1988. 

2/ Production plus Imports minus total use. 

Source: XtSDk, World Agricultural Supply and 
Prrmi^ ffrt^r^t^*. June 9, 1988 



picxities of certificate transactions. The effect on budget out- 
lays dqiends on many factors including current and future 
market conditions, the supply of cemflcates. the level of 
KPs relative to ^t prices, and the ?fnount of cmiflcates 
exchanged through the competitive bid process (auctions). 
Budget effects are also affected by technical characteristics 
of the markets, including substitution between private and 
public stocks, recycling percentages, and demand elasticities. 

Market Effects of Generic Certificates 

An understanding of how generic certificates affect market 
prices is crucial to understanding their budgetary effects. Of 
the quantitative work done in this area (such as, J, 8, 18, 19), 
little has been done to model explicitly certificate exchanges 
because of the limited data available to researchers. 

Certificate exchanges dq)end largely on the relationship of 
PCPs to market prices and crop loan rqrayment levels. 
When PCP$ are bdow loan rq)ayment levds. producers can 
use certificates for PIK-and-Rdl puiposes. Thnnigh PIK- 
and-RoU. crq) loan collateral that normally would be for- 
fdted to the Government becomes available to the maiket 
McHtover. exchanging certificates for k>an collate also 
removes the effective price floor on maiket prices provided 
by the loan rate. As niaricet prices fall, PCPs fall, which al- 
lows holders of certificates to exchange them for larger quan- 
tities of commodities. Producers, however, are protected 
from price declines since the loan rate sets a price floor 
value for their crop. 

This imx;ess has two important effects on producers. One, 
participation rates in commodity programs increase because 



Table 11- -Estimated FY 1989 exchanges for com and vheat 



Com 



Wheat 



Item 



Lov 



High 



Lov 



High 



Season average price 



1.82 



Potential certificate exchanges: 
OCC and FKl exchanges 723 
Loan exchanges 1,840 
Total 2,563 



Value of certificate exchanges 4.7 



Dollars per bushel 
2.60 3.10 
MUllon bushels 



1,850 
675 
1.525 



150 
0 
150 



Billion dollars 
6.6 .5 



3.50 



230 
0 
230 



.8 
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Table 12- -Estimated Issuances » FY 1989 



PIK-and-Roll activity, potentially increasing Govemment 
outlays.*^ 



Item l/yw High 



Billion dollars 



Exchanges: 






Com 


4.7 


6.6 


Vheat 


.5 


.8 


Other 


.5 


.5 


Total 


5.7 


7.9 


F7 1988 carryln 


1.5 


1.5 


Issuances 


4.2 


6.4 



the loan rate no longer sets an effective imce flo(H^ and this 
raises price risk to nonpartidpants. Second, loan placement 
increases because the added return possible from placing 
a crop loan at the loan rate and essentially redeeming that 
loan at the lower PCP.^ However, falling maricet prices 
may encourage headers of old crop loans to forfeit their loan 
collateral since PDC-aid-Roll opportunities are far greater 
for new crop loans and cash redemption of old crop loan col- 
lateral would be unprofitaUe. 

As PG^ rise above loan repayment rates Ooan rate plus in- 
terest), PDC-and-Roll opportunities decline. Producers aie 
ambivalent between redeeming crop loans with cash or cer- 
tificates. As a result, certificates have little effect on net 
loan forfeituits since there is little incentive to forfeit loan 
collateral. 

Deqrile reduced incentives to exchange certificates for 
crop loan collateral when prices are above lean rates, 
certificates can still affect prices if exchanged for CCC- 
cwned commodities. If PCPs(»'accq)ted bid prices are low 
enough relative to cash prices, certificate holders may be en- 
couraged to exchange certificates for CCC stocks. These oi- 
changes wouM increase free supplies and may dampen 
prices. 

The exchange of a large enough quantity of certiflcates for 
CCC stocks could possibly depress prices sufficiently to 
fall bekm loan rq)ayment levels. Iliis would encourage 



Costs and Savings 

Generic certifcates affect budget outlays primarily through 
net loan outlays and loan forfeitures. Net loan outlays are 
defined h^e as the difference between the loan rate and the 
loan repayment rate times the quantity of loan collateral 
redeemed. 

When PCPs are bek)w cash loan repayment rates, net loan 
outlays increase. Net k>an outlays may also increase be- 
cause of concomittant increases in program participation and 
k)an placement 

How do certificates affect loan forfeitures? The fall in 
market prices attributable to certificates causes an ir jrease 
in domestic and expcHt demand. This demand may be met 
somewhat by certificate changes for CCC and FOR 
stocks. If the demand rise is not fully met by CCC, FOR, 
and free stocks, toan forfeitures will decrease. Reduced loan 
forfeitures reduce Government budget expenditures by the 
amount of the loan rale, the in-handling charge paid to the 
elevator to hoM the forfeited crop, and all subsequent 
storage charges. 

The budgetary effect of generic certificates depends on the 
size of savings due to reduced loan forfeituies relative to the 
increase in outlays due to differences between PCPs and 
loan rates. The relative costs and savings depend on a num- 
ber of factors, including: 

o Whether the loan rate is above or below the PCP. If 
PCPs are greater than loan rqmyment rates, certificates 
will have marginal effects on net loan outlays and loan 
forfeitures. However, if large numbers of certificates are 
^changed for CCC and FOR stocks, cash prices nfiay be 
significantly decreased, increasing the size of the per-unit 
deficiency payment if prices are above the loan rate. 

o The relative responsiveness of demand with respect to 
a change in price. The greater the percentage increase in 
demand generated by a percentage decrease in price, the 
greater the savings due to reduced loan forfeitures. 

o The substitution effect between public and private 
stocks. Research suggests that the release (build-up) of 
public stocks results in a less than proportionate increase 



' h the loos ran, it it potsibk that oertificatei wodd en^ 
oeaie in am acreage bftie. H<mever. to increase their corn btie under 
the 1915 Act, produoeri would have lofUyom of the profrm for thote 
yean In which Iheyexoeedthdrbafe. Bate acreage iidetemuned on 
the buit of f S-year noinnf avenge of the previout yean' planted 
acreage. Ihepcnakietof ttaying out of the piognm when maiket prices 
were aiibftaiKially lowered fay oertificaiet could be ootdy (^). 



Ihere has recently been tome ditcuiiion among grain merdianu caUmg 
for USDA to hold weekly auctions for com as it doei currently for wheat. 
Since Febniaiy 198S, com pnoes have been above loan repayment rates (fig. 
3). However, then is concern that diey would likely fall bek>w these levels 
if latge <|ttantitiet of com were ejichanged from CtX positions. To date, 
USDA hat dioten not to implement a com auction. 
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(decrease) in private (fiee) stocks (5. 11 . 12, 14, IS, 20). 
Thus, the degree to which exchanges for CX^C-owned 
stocks ofEset increased dennanu depends largely on the 
proportion of those stocks which are carried into the fol- 
lowing crop year as free stocks. 

o The recycling percentage. This ref^s to the amount of 
additional crop that is placed under k)an because of ceitifi- 
cates. A recycling percentage of 100 implies that in- 
creased loan placements offset, bushel-for-bushel, 
certificate exchanges for crop k)ans. 

Budget Effects 

The model presented in this section esdmates the effect of 
generic certificates on USDA budget outlays. Budget effects 
for com and wheat are calculated using a qveadsheet-type 
program based on various market parameters. By changing 
assumptions about substitution effects and demand elas- 
ticities, the sensitivity of the estimates can be evaluated.^ ^ 

For example, consider the 1986/87 marketing year for com 
and wheat The 1986/87 marketing year is instructive be- 
cause it provides examples of where the season average 
price (tf a crop was below the loan rate and crop loan exchan- 
ges were heavy (com), and where the season average price 
of a crop was genmlly above the k)an rate and affected by 
exchanges for CXX-owned stocks (wheat). 

The parameters used in the FY 1987 budget estimates are 
given in table 13. Total certifx:ate exchanges, the percent ex- 
changed for com and wheat, and the percent exchanged for 9- 
month loans, FOR and SPSLP toans, and CCC-owned stocks 
pre taken from historical data. Average PCPs are based on 
average farm prices over the period. Thecertificate 
premiums are based on quarterly averages, weighted by ex- 
chan^. In-handling charges, onfarm storage charges, and 
commercial storage charges represent average costs ov^ the 
period. 

We assume that prices for com and wheat would have been 
higher had certificates not been issued in FY 1987. For com, 
we assume prices would have averaged $1 .75 a bushel, 
reflecting the 1986 crop k)an rate of $1.84 a bushel. The 
$0.25 difference between cash prices with and without cer- 
tificates is similar to the price effects discussed in previous 
research (75. 79). 

For wheat, we assume that prices would have been slightly 
higher than die loan rate in the absence of certificates. Al- 
most SO percent of certificates exchanged for wheat during 
FY 1987 wm for FOR and SPSLP k)ans and CX:C-owned 



DettOi of the ipfeadilMei,MicliKlin| foimulfts «d maiket 
pmmeien, aie tvaOable from Joiqib W. GlMber, ERSAJSDA, Room 
1037. 1301 New Yoifc Ave., NW, Waihiiiglon, DC 20005-4788. 



stocks. These stocks would have normally been unavailable 
to the market 

The demand elasticity for com is assumed to be -0.45 and 
foi wheat, -0.50. That is, for a 10-percent decrease in com 
price, the quantity demanded is assumed to increase 4.5 per- 
cent Sub^tution effects between public and private stocks 
were assumed to be -0.33 for com and wheat This implies 
Uiat for every 100 bushels released from CCXT or FOR posi- 
tions, private carryover increases by 33 bushels. 

FY 1987 certificate redemptions are presented in table 14. 
Of the $6.8 billion of certificates exchanged, over $5.2 bil- 
lion were for com. Of this total, approximately $5.0 billion 
of ceitificates woe exchanged for 9-month loans. In all, 3.5 
billion bushels of com and 483 million bushels of wheat 
were exchanged with certificates. 

By lowering market prices, certificate exchanges for com 
and wheat increased maricet demands (table 15). Certificates 
are estimated to have increased total com use by 437 million 
bushels and total wheat use by 45 million bushels. This in 
oease was offset somewhat by the increase in free supplies 
available for consumption in FY 1987. 

Loan forfeitures are estimated to have declined by 351 mil- 
lion bushels for com. (Loan forfeitures for wheat were as- 
sumed negligible since season average prices were above 
loan rqsayment levels.) 

Estimated net loan ouUays for com increased by almost $1.2 
billion, primarily due to the large quantity of com 9-month 
loans exchanged with certificates (3.3 billion bushels) and 
the large per-bushel payment (the loan rate minus the season 
average PCP) paid on these exchanges (table 16). 

A decrease in com loan forfeitures contributed to almost 
$800 million in reduced loan oudays, including storage costs 
and in-handling charges on these loans. Exchanges for CCC 
stocks and FOR and SPSLP loans reduced stcwage and han- 
dling costs by an additional $42 million (table 17). 

Net costs of certificates over cash payments for com are es- 
timated at $368 million (table 18). For wheat, certificate ex- 
changes are estimated to have saved the Government $26 
million over what FY 1987 wheat program costs would have 
been in the absence of generic certificates. Overall program 
costs are estimated at $34 1 million, about 5 percent above 
costs had program payments been made in cash.'^ 

Table 19 summarizes the budget effects of generic certifi- 
cates for FY 1987 through FY 1989. Varying assumptions 



' Ihe mlysii does not mdude the effect of the 4.3i)ercoit Gnmin- 
RudnMn-HoDitts sequester for pflymems made m cash in FY 19S7. 
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Table 13* -Budget paramet^s. FY 1987 










Total face value exchanged 










for all comnodltlea 




$6.8 billion 






Unit 


Com 


Wheat 




Exchanged through OCC auctions 


MU. bu. 


0 


0 




Percent of face valtie exchanged 


Percent 


77 


17 




Percent exchanged for 9-Bmth loana 


do. 


96 


50 




Percent exch nged for FdL loans 


do. 


0 


16 




Percent exchanged for OCC stocks 


do. 


4 


34 




National average loan rate 


Dols./bu. 


1.84 


2.30 




Average posted county pricf^ 


do. 


1.50 


2.30 




Average price vidiottt certificates 


do. 


1.75 


2.40 




Base denand without certificates 


Mil. bu. 


6,800 


2.150 




Average certificate preniuiii 


Percent 


106 


106 




In-handling charge 


Dols./bu. 


.07 


.07 




ObfazB storage coats Dols./bu.^. 


.02 


.02 




GovemBsnt storage costs 


do. 


.03 


.03 




Deasnd elasticity 


Coef . 


-.45 


-.50 




Substitution effect 


do. 


-.33 


-.33 




Tkble 14— Certificate exchanges, FY 1987 








Total face value exchanged for 










all conmodities 




$6.8 bUlion 






Units 


Com 


Wheat 




Percent of face value exchanged 


Percent 


77 


17 




Face value of certificates exchanged 


Dollars 


5.209 


1.122 




Exchanges: 










Exchanged dirough CCC auctions 


Nil. bu. 


0 


0 




Percent exchanged for 9 -month loans 


Percent 


96 


50 




Face value exchanged 


Mil. dol. 


5,007 


557 




Buahels exchanged 


Nil. bu. 


3.338 


242 




Percent exchanged for FOR loans 


Percent 


0 


16 




Face value exchanged 


Mil. dol. 


4 


179 




Buahels exchanged 


Nil. bu. 


3 


78 




Percent exchanged for CCC stocks 


Percent 


4 


34 




Face value exchanged 


MU. dol. 


198 


386 




Buahela exchanged 


Nil. bu. 


126 


163 




Total bushels exchanged 


do. 


3.467 


483 
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Ttble 15— Net loan forfeitures, ¥1 1987 



Iten 


IMits 


Com 


Wheat 


Total 


Net Ixicrease in demaxid: 










Demend elmtticity 


Coef . 


-0.45 


-0.50 




Price change 


Dollars 


-.25 


-.10 




Price cfaange 


Percent 


-14.3 


-4.2 




Base demand vithout 










certificetea 


Mil bu. 


6.800 


2,150 




nee increAae in oeiuana 


GO. 








Net Increaae in free aq;»plies: 










CCC mictions 


do. 


0 


0 




FOR and SPSLP loan exchanges 


do. 


3 


78 




CCC atocka ezchaiigea 


•Jo. 


126 


163 




Subatitistion effect 


Coef. 


-.33 


-.33 




Net increaae in free atq>plie8 


m. bu. 


86 


160 


246 


Change in net loan forfeitures 


do. 


-351 


0 


-351 



Table 16— Net loan outlays, FY 1987 



Table 17— Savings, FY 1987 



Item 



Com Wheat 



Total 



Million dollars 



CCC auctions 


0 


0 


0 


9-Bonth loans 


1,135 


0 


1,135 


fOR and SPSLP loans 


1 


0 


1 


OCC-owned stocks 


43 


0 


43 


Total 


1,179 


0 


1,179 



aie made on demand elasticities, substitution ^ects, and on 
the level of the season average price for com for FY 1989. 

Fte FY 1987, certiricates are more costly when demands are 
less reqxmstve to changes in price and when most of the 
CCC stocks exchanged for certificaies are consumed and not 
carried out into die new crop year as finee stocks. Underthe 
hjgh^cost assumptions, it is estiniated that certificate costs 
were about 1 1 percent above cash costs. However, assuming 
hi^ier demand reqxxisiveness and large substitution effects, 
ceitifk:ates for FY 1987 were likely budget-net«iral. 



Item 


Com 


Wheat 


Total 




Million dollars 


Decrease In loan 








forfeitures 


645 


0 


645 


Storage and handling 








savings: 








Loan forfeitures 


151 


C 


151 


VOSi & SPSLP exchanges 


0 


7 


7 


CCC exchanges 


15 


20 


35 


Subtotal 


166 


27 


193 


Total savings 


811 


27 


838 



Bildget effects for FY 1988 and FY 1989 arc less dq)endent 
on the und^lying assumptions concerning demand respon- 
siveness and substiuition effects. This is due, in part, to the 
fact that season average prices for com and wheat 
strengAened greatly thoughout FY 1988 and are expected to 
continue to do so throughout FY 1989. 

Certificates are estimated to be budget-neutral or contribut- 
ing to a slight savings for FY 1988 and FY 1989. As PCPs 
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Table 18--Suiiinai7 of effects, FY 1987 



Itea 



Com 



Vheat 



Total 



Total bushels ex<dianged 



Certificate costs: 

OCC suctions 

9-aoiith loan exchanges 

SFSFL and FOR exchanges 

OCC exchanges 
Subtotal 
Savings froB increased use 

Het costs of certificate 
prograiis 

Het costs as percentage 
of face value of 
certificates exchanged 



3,467 



0 

1,135 
1 
43 
1,179 
811 



368 



107 



Million bushels 

483 3,950 



Million dolUrs 

0 
0 
0 
0 
0 
26 



-26 
Percent 
98 



0 

1,135 
1 
43 
1,179 
838 



341 



105 



Table 19— Budget cost 



Itc 



Com Hheat Total 



Percent of cash costs 



FT 1987: 



High <- 


.3/-. 3/0) 1/ 


115 


98 


111 


Mid (- 


.45/-. 5/-. 33) 


107 


98 


105 


Lew (- 


.6/-. 7/-. 66) 


99 


98 


99 


FT 1988: 










High (- 


.3/-. 3/0) 


104 


92 


100 


Mid (- 


.45/-. 5/-. 33) 


104 


92 


100 


Lew (- 


.6/-. 7/-. 66) 


102 


92 


99 


FT 1989: 










Hlgli (- 


.3/-.3/0/$1.65) 2/ 


105 


85 


99 


Mid (- 


.45/-.5/-.33/$1.75) 


99 


85 


95 


Lew (- 


.6/-.7/-.66/$1.85) 


97 


85 


93 



1/ Total elMtlclty of com i/mmi, lAieat 
dmnd, and substitution effect between 
pid>ll€ and private atocka, reapectlvely* 
2/ Total elaatlclty of com deaend^ idieat 
dmuid, substitution effect » and aeaton 
average com price, respectively. 



rise above loan rates, net loan outlays are reduced. Ortifi- 
cates have liule effect on budget costs. The use of certifi- 
cates to exchange CCC-owned stocks can reduce storage and 
handling paynients» reducing program costs below what they 
would have been had payments beoi made in cash. 

However, by freeing up Government-owned stocks, certifi- 
cates may dampen prices and increase deficiency payments. 
WhitediiswasnotaExrtorforFY 1988 (the S-month wheal 
deficiency payments were cafculated prior to start of the 
wheat bid exchange), substantial certificate issuances in FY 
1989 could result in increased deficiency payments for com 
and wheat, partkularly if prices are well above k>an repay- 
ment levels (but below target prices). 

Long-term Outlook for Generic Certificates 

The future role of generic certificates in commodity 
programs depends on several factors, among them: 

o The level of the loan rate relative to farm prices. As 
market prices rise above loan rates, demand for certifi- 
cates for PIK-and-RoU pu.ix)ses declines. With the 
recent rise in com and wheat prices and declining loan 
rates expected through the 1990 crop year (the last crop 
year governed by the 1985 Act), fuoue demand for certifi- 
cates for crop k)an redemptions will likely fall. Since ex- 
changes for k>an collateral have composed the bulk of 
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certificate ^changes to date, total certiflcaie demand will 
likely decline. 

0 Demand for CCX: stocks. With reduced PIK-and-Roll 
activity, exchanges for CCCowned commodities would 
likely account for the majority of certificate exchanges. 
Thus, their primary pufix>se would be to nuke CCC and 
FOR stocks available to the market when there were insuf- 
fk:ientfireesiq)plies to meet ^peeled demand. Under 
such a scenario, the role of certificates would be to aug- 
ment supplies and moderate price increases resulting from 
unanticqKUed expansion in sports or reduced domestic 
production. 

0 OrtifkatepiemiuDS. CMificate prices are cunenOy 
trading at or near par value. While potential PIK-and- 
RoH activity in the coming fall may drive certiflcate 
prices up to 105-107 percent of face value, the kmg-term 
outlook for catifk:ates is for prices to stay at or near par. 

0 Budget costs. If certificates were used primarily for 
CXX: stock e .changes. CCC storage and handling charges 
woukl be reduced, but potential increases in defkriency 
payments and km placements could occur if CCC stock 



exchanges caus'^'^ significant declines in market prices. 

0 Public acceptance. When certificates u-aded at large 
premiums there was much enthusiasm tor them, par- 
ticularly among farmers. With certificate prices above 
par, farmers were assured program payments higher than 
har* Jie paym^ts been made in cash. However, if certifi- 
cate prices continue to trade at or near par, there will like- 
ly be pressure to allow early cash redemption for 
producers who are first holders.^^ In the long term, 
producers may see certificates as more bother than they 
are worth if certificate prices continue to trade around 
face value. 

o Value of CCC stocks. Legally, the value of generic cer- 
tificates must be backed by commodities held by the 
CCC. As CCC stock levels decline, the total value of 
potential certificate issuances declines as wdl. 



It is possible that if eariy cash redempuon were allowed, a large portion 
of cenificate issuances would be exchanged for cash. 
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